6/5/2019 Press Release

FitchRatings

Fitch Revises Dwr Cymru's Outlook to Negative from Stable,
Affirms Ratings

Fitch Ratings - London - 04 June 2019:

Fitch Ratings has revised the Outlook on Dwr Cymru (Financing) Ltd's ratings to Negative from Stable. Fitch
has affirmed Dwr Cymru's senior secured class A debt and class B debt ratings (both wrapped and
unwrapped) at 'A". The agency has also affirmed the subordinated class C debt of Dwr Cymru's bond
programme at 'BBB+'. As there is no class C debt currently in issue the 'BBB+' rating indicates the level at
which Fitch would rate prospective class C issuance.

The Outlook revision reflects our forecast of weaker cash flows for the next price control (AMP7) resulting in
a post-maintenance interest cover ratio (PMICR) below our negative rating sensitivity and reduced gearing
headroom. We will review the Outlook to Stable or downgrade the ratings depending on the final
determination for AMP7 and the company's performance on totex and outcome delivery incentives (ODI) at
the start of AMP7. We view the company's proposal to substitute issuers as rating-neutral.

Key Rating Drivers

Future Regulatory Challenge: For AMP7 from April 2020, Ofwat sets the cost of capital allowance at 2.3%
based on RPI inflation, substantially lower than the 3.5% for the current price-control period, reducing
operating cash flow generation. Ofwat also expects a step-change in cost efficiency and will apply tougher
benchmarking and cost baselines. For Dwr Cymru, Ofwat has queried GBP450 million of proposed capex,
although the plan has customer support and 70% of this is not discretionary. The company hopes to narrow
the differences with Ofwat in the draft determination due on 18 July 2019.

Pressure on PMICR: We expect Dwr Cymru to be free cash flow negative for the remainder of AMP6 and
the whole of AMP7. An expected reduction in EBITDA in the fiscal year to end-March 2021 (FY21) with
AMP7 coincides with a peak in gearing on net debt/RCV at just above 60% compared with our negative
rating sensitivity of 65% (revised down from 67.5% reflecting our view of higher business risk in the UK
water sector). PMICR depends on totex, ODI and cost of debt performance. As there is no totex, ODI or
cost of debt outperformance (Fitch assumes 4.36-4.60%) over AMP7 in our rating case, it will be
challenging for PMICR levels to recover to our negative rating sensitivity of 1.5x (revised up from 1.4x).

We may tolerate a slightly weaker PMICR considering the remaining gearing headroom, but a revision of
the Outlook back to Stable will depend on the final determination for AMP7 and the company's performance.

Delivery on AMP6: Dwr Cymru's totex continued with outperformance in the fiscal year to end-March 2018
(FY18), although this almost entirely reflects the catch-up on capex compared with the original profiling for
AMP6. The company addressed one of the areas of poor regulatory performance, written complaints, but
the other outstanding area, reliability of supply, was hit by one-offs in FY18. The company's regulatory
performance for FY18 was mostly in the upper quartile. However, an increase in opex based on weather-
related issues has negatively affected EBITDA in FY19.

Increase in Customer Distributions: A non-profit organisation with no dividends to shareholders, Dwr Cymru
overspent baseline capex, raising regulatory gearing and lowering PMICR in AMP5. The company expects
to increase social tariffs during AMP6 by GBP33 million compared with its previous forecast and to reinforce
asset resilience and operational sustainability. The company is reviewing distribution policy consistent with

https://www.fitchratings.com/site/pr/10077640 1/6



6/5/2019 Press Release

gearing on net debt/RCV of 60%. Additionally, Dwr Cymru has creditor approval to invest up to GBP100
million outside the regulatory ring-fence in energy from waste and competitive retail business for business
customers in England.

Liquidity & Refinancing: We view the company's new liquidity facility provided on a rolling five-year basis by
Assured Guaranty Municipal Corp., and its proposal to substitute issuer as per the STID proposal dated 17
May 2019 as rating-neutral. Dwr Cymru is considering refinancing the 6.91% GBP325 million notes due
March 2021, which we assume would reduce its average cost of debt. The capital structure benefits from
committed reserve liquidity facilities and enhancements including trigger mechanisms with profit distribution
lock-up provisions tied to financial, positive and negative covenants.

Derivation Summary

The rating reflects a lower level of target leverage on net debt/RCV at around 60% and our negative rating
sensitivity of 65% compared with peers Yorkshire Water Services Limited (Class A debt rated 'A’, Outlook
Negative) and Anglian Water Services Financing Plc (Class A debt rated 'A’, Outlook Stable), with negative
rating sensitivities at 67%. Offsetting this, we expect a PMICR level at around 1.4x to be weaker than for
Yorkshire and Anglian. Unlike its peers, Dwr Cymru does not pay dividends to external shareholders, but
instead makes discretionary customer distributions impacting PMICR. Also, any discussion around
nationalisation applies to the English water companies only.

Key Assumptions

Fitch's Key Assumptions Within Our Rating Case for the Issuer

-Allowed weighted average cost of capital in AMP7 of 2.3% (RPI-based) and 3.3% (CPIH-based) in real
terms, excluding retail margins;

-Average PAYG rate of 46.3%, average run-off rate of 3.5% for FY21-FY25;
-AMP7 totex of GBP3,546 million (nominal);

-Zero totex outperformance, zero ODI-related rewards in AMP7;

-Retail EBITDA of around GBP15 million a year average during AMP7;
-Average cash interest cost falls from 4.2% in FY20 to 3.6% in FY25;

-65% of total debt is index-linked, average cost of new debt is 3.0%;

-Pension deficit recovery payments of GBP3 million a year in AMP7.

RATING SENSITIVITIES

Developments that May, Individually or Collectively, Lead to an Upgrade
- A sustained reduction in target gearing to below 57% and improvement of PMICR above 1.7x.

Developments that May, Individually or Collectively, Lead to Negative Rating Action
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- A marked deterioration in operating and regulatory performance or adverse changes to the regulatory

framework.

- A sustained increase in gearing to 65% and decline in PMICR to below 1.5x.

Liquidity and Debt Structure

Sufficient Liquidity: As at 31 December 2018, the company's undrawn credit facilities and cash totalled
GBP614 million. This includes revolving credit facilities amounting to GBP170 million. The European
Investment Bank loan facility of GBP250 million was fully drawn on 17 December 2018.

RATING ACTIONS

ENTITY/DEBT RATING PRIOR
Dwr Cymru (Financing)
Ltd
LT
subordinated BBB+ & BBB+ &
Affirmed
LT
senior secured AS AQ
Affirmed
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Corporates Notching and Recovery Ratings Criteria (pub. 23 Mar 2018)
Corporate Rating Criteria (pub. 19 Feb 2019)

Additional Disclosures

Dodd-Frank Rating Information Disclosure Form
Solicitation Status
Endorsement Policy

DISCLAIMER

ALL FITCH CREDIT RATINGS ARE SUBJECT TO CERTAIN LIMITATIONS AND DISCLAIMERS. PLEASE
READ THESE LIMITATIONS AND DISCLAIMERS BY FOLLOWING THIS LINK:
HTTPS://WWW.FITCHRATINGS.COM/UNDERSTANDINGCREDITRATINGS. IN ADDITION, RATING
DEFINITIONS AND THE TERMS OF USE OF SUCH RATINGS ARE AVAILABLE ON THE AGENCY'S
PUBLIC WEB SITE AT WWW.FITCHRATINGS.COM. PUBLISHED RATINGS, CRITERIA, AND
METHODOLOGIES ARE AVAILABLE FROM THIS SITE AT ALL TIMES. FITCH'S CODE OF CONDUCT,
CONFIDENTIALITY, CONFLICTS OF INTEREST, AFFILIATE FIREWALL, COMPLIANCE, AND OTHER
RELEVANT POLICIES AND PROCEDURES ARE ALSO AVAILABLE FROM THE CODE OF CONDUCT
SECTION OF THIS SITE. DIRECTORS AND SHAREHOLDERS RELEVANT INTERESTS ARE AVAILABLE
AT HTTPS://WWW.FITCHRATINGS.COM/SITE/REGULATORY. FITCH MAY HAVE PROVIDED ANOTHER
PERMISSIBLE SERVICE TO THE RATED ENTITY OR ITS RELATED THIRD PARTIES. DETAILS OF THIS
SERVICE FOR RATINGS FOR WHICH THE LEAD ANALYST IS BASED IN AN EU-REGISTERED ENTITY
CAN BE FOUND ON THE ENTITY SUMMARY PAGE FOR THIS ISSUER ON THE FITCH WEBSITE.
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in whole or in part is prohibited except by permission. All rights reserved. In issuing and maintaining its
ratings and in making other reports (including forecast information), Fitch relies on factual information it
receives from issuers and underwriters and from other sources Fitch believes to be credible. Fitch conducts
a reasonable investigation of the factual information relied upon by it in accordance with its ratings
methodology, and obtains reasonable verification of that information from independent sources, to the
extent such sources are available for a given security or in a given jurisdiction. The manner of Fitch's factual
investigation and the scope of the third-party verification it obtains will vary depending on the nature of the
rated security and its issuer, the requirements and practices in the jurisdiction in which the rated security is
offered and sold and/or the issuer is located, the availability and nature of relevant public information,
access to the management of the issuer and its advisers, the availability of pre-existing third-party
verifications such as audit reports, agreed-upon procedures letters, appraisals, actuarial reports,
engineering reports, legal opinions and other reports provided by third parties, the availability of
independent and competent third- party verification sources with respect to the particular security or in the
particular jurisdiction of the issuer, and a variety of other factors. Users of Fitch's ratings and reports should
understand that neither an enhanced factual investigation nor any third-party verification can ensure that all
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